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The National Association of Cost Account- 
ants does not stand sponsor for views expressed 
by the writers of articles issued as Publications. 
The object of the Official Publications of the 
Association is to place before the members 
ideas which it is hoped may prove interesting 
and suggestive. The articles will cover a wide 
range of subjects and present many different 
viewpoints. It is not intended that they shall 
reflect the particular ideas of any individual 
or group. Constructive comments on any of 
the Publications will be welcome. 


Additional copies of this Publication may be 
obtained from the office of the Secretary. The 
price to members is twenty-five cents per copy 

and to non-members seventy-five cents per copy. por 
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EDITORIAL DEPARTMENT NOTE 


The subject of accounting for fixed assets is one of vane im- 
portance in the proper management of a business enterprise. If we 
may judge from the inquiries relating thereto, it is also one of keen 
interest at the present time. We are therefore glad to present this 
summary view of the subject. 

he author, K. C. Richmond, was graduated from the Massa- 
chusetts Institute of Technology in 1917 in the mechanical engineering 
course. He spent two and one-half years as an officer in the United 
States Navy, having command of a division of submarine chasers, 
operating in the English Channel and Irish Sea. After the Armistice, 
he served for about a year as Aide in charge of material, to Com- 
mander Mine Force U. S. Atlantic Fleet. 

For three years, beginning January 1, 1920, he was employed by 
Miller, Franklin, Basset & Company as a professional industrial en- 
gineer, going about from installation to installation. 

For the past four years he has been in the Financial Department 


of The Stein-Bloch pany, manufacturers of fine clothing, at 
Rochester, N. Y. At the present time he is assistant secretary of the 
com 


In addition to his connection with the National Association of 
Cost Accountants he is a member of the American Society of Mechani- 


cal neers. 
This paper on delivered before a recent meeting of the Rochester 


ACCOUNTING FOR CAPITAL ASSETS 


The proper accounting for capital assets is of primary im- 
portance because as the name implies it deals with the assets repre- 
senting invested capital—property. Any loose thinking on the 
subject results in a day of reckoning and, on this day of reckoning, 
a discovery will be made that capital has been impaired, or aug- 
mented. Pending the discovery of the true situation, the books of 
account will reflect an untrue picture of things and many steps will 
have been taken on the basis of false information. 

The proper handling of capital assets is important to the 
purely cost man for the contra accounts affected are those of in- 
come and expense. When a capital asset account is incorrectly 
handled usually an income account is distorted also and costs do 
not reflect the true condition. 

In order to bring the subject within the scope of the time 
available I am going to take the liberty of eliminating such capital 
assets as goodwill, patents, lease holds, organization expenses 
capitalized, and all other so called intangible assets. I will also 


_ Note. In the preparation of this paper the author acknowledges his debt to J. H. 
ie Bock, Management Through Accounts, which contains a splendid exposition of 
ject. 
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take the liberty of excluding mineral and oil properties subject to 
exhaustion—the so called wasting assets. I will cover only the 
accounting for fixed assets used in the conduct of a manufacturing 
business. In addition to making the subject possible from a time 
point of view this will also make the interest universal. 

To assure a practical treatment, what I have to say will largely 
reflect the policy and the experience of the Stein-Bloch Company 
in respect to this problem—with a back ground of seventy-five 
years of manufacturing and continuous property records. 


CLASSIFICATION 


Fixed assets are usually classified on the general ledger. This 
is to show the nature of the investments and to provide for de- 
preciation rates that correspond more exactly to the life of the 
various properties. 

An adequate classification for a fair sized manufacturing con- 
cern might be approximately as follows: 

Plant Land 

Land Improvements 

Buildings 

Building Equipment 

Machinery 

Machine Tools, Jiggs and Fixtures 

Hand Tools 

Furniture and Fixtures 

Automobiles 

Construction in progress 

Plant Land. The land which the buildings occupy or which is 
necessary to the proper workings of the plant constitutes plant 
land. It does not include investment land. Plant land may be 
charged at the time of acquisition with the cost of purchase and 
all expenses incident thereto, such as, commissions to real estate 
agents, taxes assumed, etc. Also, there may be added the cost of 
filling, draining and other purely land expenses. Land is not sub- 
ject to depreciation. 

Land Improvements. This account contemplates the total cost 
of fences, walls, industrial paving, railroad sidings, and the like. 
It is subject to depreciation. 

Buildings. The building account starts with the original cost 
of plant buildings, whether acquired by purchase or erected by con- 
tract. This original cost includes the builders’ fees, the architects’ 
fees, insurance protection, and interest on money borrowed while 
construction is in progress. 

Building Equipment. The building equipment account ;in- 
cludes the cost of heating system, gas sprinkler and air piping, 
plumbing, electric wiring and fixtures, elevators, and such other 
realty fixtures as would ordinarily be abandoned were the property 
sold. They are the fixtures that could be pledged with the building 
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under a mortgage or bond issue. From a cost point of view it is 
important to keep this building equipment separate from the build- 
ing proper because a different depreciation rate applies. ; 

Machinery. The starting point of the machinery account is 
the cost of machinery, motors, furnaces, and ovens, shafting, pul- 
leys, and the like. To the cost of the equipment itself may be added 
freight-in and erection cost. From an accounting and legal point 
of view the distinction between the machinery account and the 
building equipment account is an important one. It enters into the 
calculation of net equity where a mortgage is involved and the 
rights of tenant and landlord in the case of rented property. It is 
possible, by the way, to have a building equipment account where 
the buildings are not even owned. 

Machine Tools, Jigs, and Fixtures. It is advisable to carry 
machine tools, jigs, and fixtures as an account separate from ma- 
chinery because from a point of view of depreciation their life is 
much less. Esquerré defines the machine proper as that part of the 
whole apparatus which by itself or through auxiliary devices pro- 
duces the required motion. The machine tool on the other hand is 
a part of the machinery which performs the final function. The 
distinction is not difficult when considered specifically. A ma- 
chine may last over a period of twenty years but a tool may be de- 
stroyed the first time it is used. If the value of the machine and of 
the machine tool is carried in one account it must be adjusted for 
every tool destroyed through carelessness or faulty adjusting. On 
the other hand if the machinery is kept by itself a more permanent 
record may be made, giving the date acquired, the complete cost, 
estimated life, depreciation rate, the residual value, location, etc. 
By carrying machine tools, jigs, and fixtures in a separate account 
full benefit of placing them in the custody of the stockkeeper is pro- 
vided ; for it makes possible a book inventory which can readily be 
checked and priced. 

Shop and Hand Tools. This asset is of such nature that it 
should always be stated by itself. In it are the value of saws, ham- 
mers, screwdrivers, etc., which have many uses and can readily be 
passed from hand to hand and from bench to bench. The tools 
themselves are usually placed under the control of a storekeeper 
and charged to the cost of manufacture when issued to the factory. 

ey are not subject to depreciation and the shop tool account is 
handled in much the same way as a supply inventory account. 
_ Furniture and Fixtures. This account includes scales, shelv- 
ing, tables, chairs, fire equipment and other factory furniture. It 
also includes desks, cabinets, calculating machines, typewriters, 
steel files and other office equipment. These items are generally 
not much of an asset in case of liquidation and conservative treat- 
Ment is quite in order. It frequently happens that a concern is 
faced with the advisability of refurnishing its plant. The expense 
of so doing should not be = by a large write off on the 
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furniture scrapped. There are four or five methods of treating 
charges to the furniture and fixture account. The Stein-Bloch 
Company believes that the best policy is to set up the original cost 
for all extensions under this classification, to apply a generous de- 
preciation rate, and to be liberal in charging to expense the re- 
newals. This account is also checked by an inventory from time 
to time. 

Automobiles. This asset is usually carried as a separate ac- 
count because of the relatively high depreciation and the rapid re- 
placements necessary. 

Construction in Progress. This account is set up for the pur- 

of assembling the cost of additions to plant. Not until an item 
is in condition to produce can it be correctly taken into an es- 
tablished fixed asset account. Part of the cost of new equipment 
is frequently charged to expense. It is impracticable to reflect 
this portion on the books until the item can be handled as a whole, 
In so far as the construction in progress account suspends such 
expense charges, it serves to defer them to the period in which 
benefits are received from the plant addition. 

So much for the classification of fixed assets on the general 
ledger. In describing the various groups I have endeavored to 
show sufficient reason for breaking the total into at least these 
divisions. I have attempted to analyze the items of original new 
values which fall into each group. 


PLANT ADDITIONS 


Every progressive concern is continually adding and altering 
its plant. It is often difficult to decide what of these charges 
should be capitalized and what should be charged to expense. The 
unfair treatment of this problem permits the capitalizing of items 
in order to inflate the profits of a lean period; or of reducing in- 
come by charging to revenue items which should have been capital- 
ized. That concerns have taken advantage of this possibility is 
not to be doubted. Because of the vagueness of the standards this 
can be done without any great danger of detection. Unless some 
rule is adopted the same results may occur unintentionally. De 
partmental costs will then be not only in error, but, after a period 
of years the value of the capital assets themselves will be con- 
siderably amiss. 

The accounting requirement for a capital addition is that it 
must be one that can clearly be shown to have increased the earn- 
ing capacity of the plant. Conversely if the expenditure is neces- 
sary to maintain the present earning capacity, the item should be 
charged to expense. Actually it is difficult to make a literal inter- 
pretation of this rule, for no addition to the plant is probably ever 
undertaken except for the purpose of directly or indirectly increas- 
ing earning capacity. 

A written policy as to what to capitalize can be established 
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with fair success by analyzing the questionable items into four 
classes and defining a policy on each. These classes are: 


1. Additions 

2. Replacements 
3. Betterments 
4. Repairs. 


The analysis will apply whether the expenditure be one for the 
buildings, building equipment, machinery, or tools. 

Additions. These include additional structures, facilities, or 
equipment not taking the place of anything previously existing. 
These should be capitalized. 

Replacements. These are those installations of plant and 
equipment which have for their purpose the substitution of one 
building or piece of equipment for another, but the substitution is 
not for the purpose of increasing the original capacity. In this 
case, the replaced equipment should be removed from the books 
entirely. This is accomplished by crediting the original cost of 
the old equipment to the fixed asset account in which it is carried; 
by charging the depreciation taken to date to the account, Reserve 
for Depreciation; and by charging the difference to expense, if 
small, and to surplus, if large. After the replaced equipment is 
off the books, the whole expenditure for the new equipment can be 
capitalized. 

Betterments. These are enlargements of the capacity of, or 
improvements to, existing structures or equipment. A sufficient 
portion should be capitalized to bring the old investment up to the 
replacement cost of the property as improved, but no further. If, 
for example, a building be enlarged by the addition of another 
story, a sufficient portion of the cost of the job should be capitalized 
to bring the building to the value of a like structure carrying an 
additional story. The balance of the expenditure should be charged 
to expense, or deferred to be charged to expense over a period of 
time. While this example is none too fortunate because of the 
probable amount involved, it will illustrate the procedure where 
a machine is rebuilt for greater capacity or any of the more com- 
mon forms of betterment. 

' Repairs. These constitute replacements of a part made neces- 
sary through wear and tear or casualty. It does not amount to a 
substantial change of the identity of the unit of plant and it does 
not change the original capacity. Repairs are to be charged to 
expense. 

‘ By dividing items subject to capitalization into these four - 
divisions a definite and conservative policy can be set up where 
generally none clearly exists. With such rules as a guide all cases 
of doubt can be safely decided on the conservative side and charged 
to expense. 
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CONTROL 


Any proposed additions to the capital assets of a concern 
should be seriously considered and should be brought under rigid 
control. A conservative policy in this respect is of the first im- 
portance because an unsound policy results in a larger investment 
than should be required for a given volume. This is more serious 
than an over-investment in inventories or accounts receivable be- 
cause these may be liquidated and the unfavorable position cor- 
rected. Capital invested in plant is, however, of the most lasting 
kind and it carries with it charges to operations in the way of de- 
preciation, taxes, insurance, and repairs that run on year after 
year. 
The time to obtain control over capital expenditures is before 
they are made. This may be accomplished by requiring that all 
proposed additions over $200 or $500 be submitted to the head of 
the concern, or even to the board of directors. This request should 
show the complete story somewhat as follows: 


1. The purpose of the job 

2. A full estimate of the cost 

8. The loss on the properties retired 

4. The annual addition to depreciation and insurance 
5. The savings to be effected. 


The figures should be final. 

Where an authorized addition is not a simple purchase, an 
easy method of controlling its amount is to open up a subsidiary 
account in the Construction in Progress account in the general 
ledger. The heading can carry a notation of the appropriation. 
When the job is completed it should be journalized in summary 
form to the proper fixed asset or expense account, and the author- 
ity that passed on the original estimate should also approve the 
Journal entry to give him information as to how closely the original 
estimate was attained. 


DEPRECIATION 


The purpose of setting up depreciation reserves is first of all 
to produce correct costs. It is to spread over the various periods 
the purchase price of the individual units of plant when they be- 
come no longer useful or economical to operate. From a point of 
view of costs, it is necessary to recognize that each article pro- 
duced owes to the business an amount for the use of buildings and 
machines. If this has been correctly done a piece of equipment 
that has to be replaced can be written off without loss by crediting 
the fixed asset account with its original value, charging the Reserve 
for Depreciation with the depreciation set up over its life, and 
taking into operations the scrapped value. 

Looking at depreciation purely from the viewpoint of the 
balance sheet its purpose is to recognize a decrease in the value of 
1026 
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properties and to establish a normal going value. To illustrate: 
Assume a concern or department starting out with new equip- 
ment at a given cost. During the first few years, replacements 
are very small, yet depreciation has occurred, for the equipment 
cannot be said to be worth as much as when new. In order to 
reflect this decrease in value, the Reserve for Depreciation is es- 
tablished. After ten or fifteen years replacements are occurring at 
a more or less constant rate. Some of the property is of the original 
urchase, some is brand new, and there are all variations in- 
ween. The book value of the plant as a whole has, however, 
by that time been brought down on the balance sheet to from 60% 
to 75% of the original cost. This remains fairly constant and is 
the normal going value for credit and insurance purposes. As 
replacements occur, the reserve for depreciation account supplies 
the funds from which to pay for the plant scrapped. 

The simplest, most easily applied, and most widely used 
method of calculating depreciation is the straight line method. 
This assumes that a given building or piece of equipment will have 
an average number of years of life. The cost, less any scrap 
value, is spread evenly over the estimated life. If a machine costs 
$1,200 and has an estimated residual value of $200, the depreciable 
cost would be $1,000. If a ten yeurs life were assumed, the charge 
—— would be $10C a year or 10% of the depreciable 
value. 

There are many factors in establishing the probable life and 
there are many other methods of calculating depreciation. Kester 
lists seventeen. The subject of depreciation is a much mooted 
question between the cost men, the accountants, and the appraisers 
—to say nothing of the Internal Revenue Department. A whole 
meeting could be devoted to the subject alone and at the end, con- 
clusions would be a matter of individual opinion. It is important 
and it must be taken seriously. The executive has a wrong perspec- 
tive who figures that refinements are unnecessary because deprecia- 
tion represents but from 4% to 6% of net sales. If depreciation 
is from 4% to 6% of sales, it is 50% of profits. 

An inadequate provision results in an overstatement of plant > 
values on the balance sheet and ultimately a large write-off to 
expense when equipment is replaced. From a cost point of view 
this places the burden on a period that did not receive the benefits 
of the use of the property. The result is also accurhulative, for 
during the first few years, operations have not been charged with 
an equitable figure, and later years have to bear the losses on re- 
placements and their normal charge for depreciation besides. 

On the other hand an over-provision for depreciation loads 
costs unjustly, handicaps earning possibilities, and even though 
a satisfactory profit can be earned, it withholds part of the profit 
from surplus available for dividends. Excess depreciation biases 
a corporation’s bargaining position in credit or new financing and 
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makes difficult the collection of a fair figure in case of a fire loss. 
A conservative policy must be followed ; an over-conservative policy 
is a handicap. 

The method of calculating depreciation is a part of the policy 
for handling betterments, replacements, and repairs. If the cal- 
culation of depreciation is generous that for capital additions need 
not be so much so. 


REVALUATIONS 


Revaluations of fixed assets are advisable from time to time 
for insurance purposes and to check up the values on the balance 
sheet. They, also, should not be overlooked in mergers where it is 
essential to place the properties of the various concerns involved 
on an equal basis. Revaluations are essential as an equitable basis 
for new financing. 

Insurance policies are intended to cover the replacement costs 
of property damaged, less depreciation to date. The important 

int is that insurance will yield an amount to replace equipment. 
The value on the books is cost value. For plant purchased at pre- 
war prices it will not show the amount necessary to replace at the 
present time, because present costs are higher than prewar. If 
no revaluation has been made, the basis of settlement is pretty 
much in the hands of a critical adjuster paid by the insurance com- 
pany. Because the owner carries insurance in excess of his book 
values, there is no assurance that he will collect any sum in excess 
of the loss that he can prove. It is money well spent to pay one or 
two thousand dollars every once in a while to make sure that a fire 
loss will not be discounted 10% on a half million dollar risk. An 
appraisal is valuable as a guide to show how much insurance to 


In case a concern wishes to take advantage of the relatively 
low co-insurance rates an accurate replacement value is doubly 
necessary. Before adjustment is discussed on even a partial loss 
it —_ necessary to prove the replacement value of the wh 
property. 

, Where an appraisal shows an increased valuation of an asset 
it covers two factors: (1) an advancing building or equipment re- 
placement cost, and (2) a reinstatement of values previously 
written off through a conservative policy in the handling of de- 
preciation, additions, betterments, and replacements. An appraisal 
adjustment to reinstate values previously written off is not taking 
a book profit, as it is ordinarily known, but is a correction on the 
transaction of past periods. It is a restoration to surplus. In s0 
far as an appreciation of a fixed asset covers increasing replace- 
ment costs it is a book profit based on rising inventory values. 
From a practical point of view it is impossible to distinguish how 
much of each factor is involved in an appraisal. 

The recognition of enhanced values is a simple matter from a 
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bookkeeping point of view. Take the case of a concern which has 
on the books fixed assets of one million dollars and reserves for de- 
preciation of $400,000. The net valuation is $600,000. Suppose 
an appraisal shows a cost to replace new of $1,250,000, a deprecia- 
tion of $500,000 and a sound value therefore of $750,000. The in- 
crease in sound value is $150,000. A journal entry should be made 
charging the proper fixed asset accounts with a total of $250,000. 
This will bring the cost value up to the appraised $1,250,000. The 
reserves for depreciation should be credited with $100,000 to bring 
it to the $500,000 specified. An account called Capital Surplus 
should be created and credited with $150,000 to show the increase 
in net worth. The debits thus balance the credits. 

While the bookkeeping is fairly simple in the case of apprecia- 
tion, the policy of placing it on the books is very questionable. It 
immediately loads operations with an increased depreciation cost. 
In most concerns the doubling of depreciations would eliminate the 

rofit. There probably is not a cotton mill in New England which 
- re-valued its plant that today does not wish it were relieved of 
the additional operating charges. An attempt to avoid this load is 
the practice of charging depreciation to operations on the original 
cost and depreciation on appreciation to the capital surplus set up. 
However, if this is done real provision is not made from operations 
to retire the properties at replacement values, and the only ad- 
vantage is that the books are supposed to reflect the worth of the 
property. Since 1913 replacement values have been continually 
changing, so that even this picture would be antiquated by the time 
it was used. It would have to carry the date of the appraisal and 


because of the addition of new equipment at current prices it ; 


awl be hopelessly confused after a few years as to its basis of 
uation. 

Another disadvantage of placing an appraisal on the books 
is the temptation to use such unearned increments as the basis of 
cash dividends or stock dividends, or to mortgage the increase in 
sound value by the issue of bonds. Either procedure would result 
in increased interest burden—very uncomfortable in the present 
cet, and impossible to tell how burdensome as the future de- 

ops. 

Since 1905 The Stein-Bloch Company has had a revaluation 
made every ten years by a professional appraisal concern. The 
expense was thought of in the same light as additional insurance 
premiums. The figures were used, however, to temper the policy 
in regard to depreciation and capitalization of new items. Only 
one appraisal was actually placed on the books and that was in 
1925 in connection with re-financing. 


THE PLANT LEDGER 


The best mechanism for the proper consideration of fixed t 
problems is the plant ledger. The usual form is a card file ‘with 
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one card for each unit of land, building, building equipment, or 
machinery. On the card is stated the name of the machine, the 
maker’s number, the shop number, date acquired, the complete 
cost, estimated life, depreciation rate, residual value, location on 
the floor. The cards are arranged in accordance with the classi- 
fication of fixed assets in the general ledger. As additions, re- 
placements, or betterments are made, the transaction is recorded 
on the proper card to substantiate a corresponding entry on the 
ledger. A history of repairs may be kept on the back. A series 
of columns is provided for recording the amount of depreciation 
taken each period, the total taken to date, and the remaining sound 
value. Different bases for calculating depreciation can be used on 
different types of equipment. 

The section of the plant ledger supporting the machinery 
and the tools, jigs and fixtures accounts are usually departmental- 
ized in accordance with the corresponding cost divisions. Depre- 
ciation can then be allocated to department or machine super-rate 
within departments by the simple expedient of running up the 
recorded depreciation for the period on each of the cards within 
the division. The procedure is mechanical, accurate, and quick. 
Depreciation costs on buildings or building equipment are usually 
charged to departments on the basis of floor space. These divisions 
of the plant register are, therefore, not departmentalized but a 
separate card is still provided for each unit of property. 

Where appraisals have been made the ledger card provides for 
the date, the replacement value new, depreciation on replacement 


value, and the sound value as appraised. The sum of any one 
factor on the cards will support the total of the corresponding 
account on the general ledger. At inventory time, a check can be 
made by the maintenance department for the loss of equipment or 
for unentered additions of plant. The general ledger can then be 
adjusted for discrepancies. 

A plant ledger is somewhat laborious to set a but, once 


established requires very little effort to maintain. me it is 
just as important as an individual accounts receivable ledger or a 
note register. I fail to see the logic of carrying the figures of 
fixed capital in bulk only, and that for working capital in detail. 
The necessity of carrying the latter individually is apparent. The 
failure to carry the former is a handicap to the correct accounting 
for capital assets. 
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